
Policy
Policy risk refers to both monetary and 
fiscal policy.  Monetary policy is the 
responsibility of the Federal Reserve, 
and it basically refers to the management 
of money supply and interest rates 
through the Fed’s “policy tools.”  Since 
the Great Recession, the Federal Reserve 
has presided over the most aggressive 
monetary easing in history as the central 
bank suppressed both short- and long-
term interest rates in order to support 
spending, investment, and asset prices.  
The Fed has only just begun to “normalize” 
its monetary policy through three modest 
interest-rate increases over two years.  
However, the central bank still has nearly 
$4.5 trillion in assets on its balance sheet 
compared to about $900 billion prior to 
the Financial Crisis.  Continued policy 
normalization through rate hikes and asset 
sales could lead to meaningfully higher 
interest rates in the not-too-distant future 
– a significant drag on economic growth if 
we hold all else equal.  

Fiscal policy refers to Congressional 
initiatives to adjust tax rates and 
government spending in order to influence 
the pace of economic growth.  President 
Trump has outlined many policies designed 
to boost economic growth, and they 
include lowering corporate and individual 

The first quarter of 2017 was a good one 
for equity investors.  Stocks rose steadily 
through the first several weeks of the 
quarter, and by March 1st the S&P 500 
had posted a solid 7% gain.  The month of 
March, on the other hand, was a different 
story.  A decisive chill fell over the markets 
as previous gains were consolidated and 
reality set in with regard to the deliverability 
of President Trump’s campaign promises.  
Still, losses sustained in March were minor, 
and volatility remained remarkably well 
contained.  What should we expect for the 
second quarter?  Are more gains in store, or 
has the optimism run dry?  Will volatility 
remain low in the face of rising risks? 

It is often said that “the stock market climbs 
a wall of worry,” but the sheer volume of 
our current “worries” does seem elevated 
by historical standards.  This is especially 
true given today’s valuations, which by 
some metrics appear a little stretched.  On 
the more positive side, corporate earnings 
growth appears to be accelerating, interest 
rates remain low from an historical 
perspective, and we appear to be headed for 
some form of tax-relief package.  That said, 
any good risk manager should have a clear 
understanding of where vulnerabilities lie.  
Portfolio managers are no different.  In that 
spirit, we place the current market risks 
and uncertainties into four categories, with 
some overlap: 1) Policy; 2) Economy; 3) 
Geopolitics; and 4) Markets & Valuation.  
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tax rates; allowing the repatriation  
of corporate cash trapped overseas; 
spending up to $1 trillion on infrastructure 
improvements; increasing investments 
in defense and homeland security; 
repealing and replacing the Affordable 
Care Act; and reducing regulatory 
burdens on business.  The administration 
also supports trade restrictions (tariffs) 
designed to boost domestic production 
and jobs.  Although it’s still early, no 
progress has been made on any of these 
initiatives.  In fact, the political climate 
only seems to be worsening, especially 
following the failure of the American 
Health Care Act initiative.  At some point 
in the not-too-distant future, we may 
be discussing the possibility of another 
government shut-down due to Congress’ 
inability to agree to a budget.  It doesn’t 
seem like an environment conducive to 
sweeping tax reform.  And then there’s the 
ongoing Congressional investigation into 
possible collusion with the Russians over 
the election.

Given the surge in stock prices since the 
election, the markets seem to be pricing in 
a relatively seamless transition from eight 
years of unprecedented monetary stimulus 
to an aggressive series of fiscal initiatives.  
Is this a reasonable assumption?  In my 
opinion, there are several issues that call 
this premise into question.  First, how 
likely is it that a Republican Congress 
worried about deficits will rubber stamp 
large-scale spending increases and tax cuts 
without revenue to pay for them?  Second, 
if and when these initiatives do get through 
Congress, will the legislation be enough to 
offset the removal of eight years of ultra-
loose monetary policy?  And finally, will 

there be any negative side effects resulting 
from this transition? 

Economy
The US economy has been unable to break 
out of the current 2% growth trend despite 
near-zero interest rates for 8-9 years.  Over 
the past 2-3 years, relatively solid consumer 
spending has been offset by weak business 
investment, government spending and 
exports.  The current expectation is that 
GDP will grow at around 1% in the first 
quarter of 2017, to be followed by a sharp 
acceleration beginning in the second 
quarter.  This seems to be an annual ritual.  
This time, the optimism is mostly due to 
a sharp improvement in “soft” economic 
data, which generally consists of sentiment 
surveys rather than hard data representing 
real economic activity.  One would certainly 
expect that better sentiment readings would 
eventually lead to greater economic activity 
in the form of increased spending and 
investment.  However, it may not be such 
a reasonable assumption this time around. 
From where I sit, there are two glaring risks 

related to economic growth.  First, we have 
not yet begun to address the problem of 
economic inequality that has plagued the 
economy since the Great Recession.  Despite 
big gains in income, wealth, and spending by 
the relatively well-to-do, a sizable majority 
of Americans continues to struggle with 
scant income growth combined with 
sharp increases in the cost of necessities 
like health care, housing, and education.  
The unbalanced nature of the economic 
recovery renders almost useless some of the 
traditional metrics we use to gauge consumer 
health.  The simple fact is that sustainably 
higher economic growth will require more 
widespread income and spending gains.  Too 
many folks are living paycheck to paycheck 
with no retirement savings to speak of.   The 
likely result will be continued increases in 
the savings rate, which will be a drag on 
growth for an economy heavily dependent 
on consumer spending. 

Secondly, the pace of economic growth over 
the intermediate term will likely be heavily 
dependent on continued low interest rates 
and/or fiscal initiatives that will fully offset 
the negative impact of higher interest 

Given the surge in stock prices since the 
election, the markets seem to be pricing in 
a relatively seamless transition from eight 
years of unprecedented monetary stimulus 
to an aggressive series of fiscal initiatives.  
Is this a reasonable assumption? 
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rates. To be sure, eight years of near-zero 
interest rates have had profoundly positive 
implications for both asset prices (stocks, 
bonds, real estate) and the economy at 
large. But going forward, sectors like 
education, housing, autos, and other 
durable goods would likely see dramatically 
reduced activity in the event of moderately 
higher rates. Why? Because the Fed’s 
suppression of interest rates has effectively 
pulled forward future demand for goods 
and services that are bought using credit.  
In a nutshell, we have all been enjoying 
tomorrow’s prosperity.  Generating enough 
economic momentum to offset that 
headwind could prove difficult.   

Geopolitics
It’s hard to draw any other conclusion 
than the world is become a more uncertain 
place.  Let’s start in Europe.  First, the 
Brexit vote is expected to result in Britain 
transitioning out of the European Union 
over a period of two years.  Up until now, 
the collateral damage from the vote has 
been relatively minor.  The British Pound 
has lost quite a bit of value, but otherwise 
markets have reacted in an orderly fashion.  
The larger risk, it now seems, is that other 
EU countries will hold similar votes with 
similar outcomes.  If France were to elect 
Marine Le Pen in its upcoming election, for 
example, this could herald in the ultimate 
dissolution of the EU.  Almost everyone 
believes that would be bad news.  A further 
move in the direction of dissolution could 
roil the European sovereign debt markets 
and have a very negative impact on the EU 
banking system. 

Next there’s China.  As I write, President 

elections) has called into question the 
integrity of our democratic processes.  
There is no telling how the investigation 
will unfold or how heated the rhetoric 
might become.  At the same time, Russia’s 
participation in the Syrian civil war on 
the side of Bashar al-Assad sure seems 
dangerously close to a proxy war against 
the US and her allies.  President Trump’s 
decision to launch 59 cruise missiles 
directed at targets of the Syrian regime 
has raised the stakes once again.  And we 
thought Ukraine would be the flash point 
in our relationship with Russia! 

And finally, the issue of terrorism is ever-
present, but it seems to have more dramatic 
implications now that President Trump is 
in office.  It’s hard to predict what the new 
president’s response would be in the event 

Trump is meeting with Chinese President 
Xi for the first time.  Trump has warned 
(in a tweet) that the meeting would be a 
difficult one as the US cannot continue 
to run huge trade deficits with China and 
other countries.  The president had already 
ruffled feathers in his short five-month 
tenure by questioning the “One China” 
policy, accusing the country of currency 
manipulation, and saying (also in a tweet) 
that China is not doing enough to alleviate 
the problems with North Korea.  And 
incidentally, the North Korea situation 
seems to get more precarious by the day 
as the country continues to test nuclear 
weapons and long-range missiles.  The risk 
is that Kim Jung Un will make irrational 
decisions if he feels backed into a corner. 

Next there is Russia.  Putin’s meddling 
in our presidential election (and other Continued
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that we are struck in the homeland.  Would 
he further seal the border and immigration? 
Would he suspend basic rights for those 
already living in the country?  How will the 
population react to these actions?      

Markets and Valuations
Stock prices are full, volatility is low, and 
complacency is high.  It’s hard to come to 
any other conclusion. Following a 250% 
increase since the financial crisis lows in 
March, 2009, the S&P 500 now trades at 
over 18x the consensus estimate for 2017 
earnings.  This isn’t too far from the long-
term average.  However, corporate profit 
margins continue to run at historically 
high levels. Since profit margins tend to 
revert back to the long-term average, many 
market strategists think it’s important to 
make some kind of adjustment for this 
factor.  And while there is no compelling 
reason at present to expect a major, 
imminent correction in profit margins, we 
do think some normalization over time can 
be expected as wage inflation and interest 

rates rise, the dollar appreciates, and 
opportunities for cost-cutting and stock 
buybacks wane. 

Throughout the economic recovery, there 
has been one overriding justification for high 
stock valuations – low interest rates.  Because 
interest rates are well below long-term 
averages, stock valuations should be well 
above long-term averages to reflect the lack 
of investment alternatives.  This argument is 
called TINA (“There Is No Alternative” to 
stocks) in Wall Street parlance, and those 
adhering to this argument have done very 
well over the past eight years. But what 
happens now that interest rates are rising 
due to the Fed’s normalization activity? 

The answer, according to the bulls, is that 
earnings growth is about to accelerate 
due, in no small part, to a one-time 
boost to earnings from lower tax rates, 
infrastructure spending, and regulatory 
reform.  But this takes us right back to 
where we started - policy risk.  Republicans 
in Congress are loathe to pass any 
legislation that results in higher deficits.  

Up until recently, most in Congress were 
operating under the assumption that tax 
cuts and infrastructure investments would 
be funded through: 1) savings generated 
from the repeal and replacement of the 
ACA; 2) tax revenue derived from a 
Boarder-Adjustment Tax (BAT); and 3) 
revenue generated as companies pay taxes 
(albeit at a discounted rate) on repatriated 
foreign cash.  Do any of these sources of 
funding appear more likely today?  Is it 
likely that Congress will pass massive tax 
cuts without the initiatives in place to 
fund those cuts?  I guess we’ll find out. 

In summary, a lot is riding on Congress and 
President Trump.  The markets have settled 
into a state of tranquility on the promise 
of tax cuts and spending increases.  The 
outlook for these initiatives deteriorated 
with the defeat of the new health care bill, 
but the markets didn’t budge.  Our belief 
remains that there are clear solutions to 
our predicament, but the most powerful 
and obvious – addressing the problem of 
entitlements – is a political non-starter.  As 
such, we think it remains wise to maintain 
a somewhat defensive posture as the 
politicians go through the ugly process of 
making the sausage.  At the same time, we 
reiterate that attempts to time the markets 
are an exercise in futility.  The markets have 
sidestepped countless landmines over the 
past several years, and there is no compelling 
reason that they cannot continue to do 
so.  So yes, lower your return expectations 
going forward, but remain invested in the 
long-term growth of American business.

Throughout the economic recovery, there has 
been one overriding justification for high stock 
valuations – low interest rates.  Because interest 
rates are well below long-term averages, stock 
valuations should be well above long term averages 
to reflect the lack of investment alternatives.


